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EDITORIAL DEPARTMENT NOTE 


It is undoubtedly true that there is considerable waste generally 
in the administration of municipal financial affairs. A considerable 
ot of such waste is due to the lack of proper accounting control. 

ear by year, an increasing portion of our national income is re- 
quired to pay the costs of municipal, state, and national govern- 
ment. During the past few years, there has been a growing desire 
on the part of taxpayers to know something about the ways in 
which tax money has been handled and accounted for. The tax- 
payer has been wondering if he is getting full value in service for 
the taxes which he has paid or whether he might the same 
services for lower taxes. In fact, he would no doubt be willing to 
accept less governmental service and supervision if his taxes could 
be lowered. The surest way to tax relief in a municipality is 
through modern municipal accounting. Because taxes constitute 
such a universal financial burden, it is felt that our membership 
in general should be interested in a discussion of modern munici- 
pal accounting and its application in at least one particular city. 
In this issue of the Bulletin, we are submitting two articles on this 
important subject. The first article deals with sound fundamental 
municipal accounting principles which might well be applied to 
almost any city. The second article is a discussion of a complete 
double-entry system of bookkeeping as operated in a city of more 
than fifty thousand population. 

Thomas M. Dickerson, the author of the first article is well 
qualified by training and experience to discuss the principles of 
municipal accounting. After receiving his undergraduate degrees in 
Commerce and in Education in Bowling Green, Ky., he taught account- 
ing for several years before taking the M.B.A. degree at North- 
western in 1929. After teaching accounting in the University of 
Louisville for one year, he accepted a position at N.A.C.A. Head- 
quarters as head of the Research and Service Department, later 
becoming Assistant Secretary. He resigned at the close of 1933 to 
become Chief Staff Accountant of the National Committee on 
Municipal Accounting, a municipal research organization with of- 
fices in Chicago. While with the Committee, he assisted in col- 
lecting and publishing several bulletins issued by the Committee 
dealing with various aspects of municipal accounting and finance. 
Since August, 1935, he has been Head of the Accounting Depart- 
ment of Cleveland College of Western Reserve University. Mr. 
Dickerson is a member and Director of Publications of our Cleve- 
land Chapter. He is a Kentucky C.P.A. 

H. M. Kimpel, the author of the second paper secured most 
of his education above high school by attending night schools of 
business administration ond law. For nine years,  * was bookkeeper 
for the Cleveland Grain Company after which he was employed 
by the Warner-Swasey Company of Cleveland for a period of 14 
years. He was Assistant Treasurer of the latter pe when he 
resigned in 1932 to become Director of Finance of the City of 
Cleveland Heights. Mr. Kimpel is a C.P.A. of Ohio, and a former 
member and Director of Meetings of our Cleveland Chapter. 
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MUNICIPAL ACCOUNTING 


By Thomas M. Dickerson, Head of Accounting Department, 
Cleveland College, Western Reserve University, 
Cleveland, Ohio 


McN ICIPAL accounting in some form has existed since the 
early days of the town and village. Yet, today we find 
industrial and commercial accounting much more highly develop- 
ed than municipal accounting. Some of the reasons for this may 
be found if we consider for a moment some of the administra- 
tive problems peculiar to municipalities. They are: 

1. A municipality is not operated for profit, hence the private 
profit incentive is lacking as a stimulant to economical and effi- 
cient administration. 

2. There is no private ownership of the municipal resources, 
hence there is often no great personal interest in the preservation 
or proper use of resources. 

3. Statutory and charter regulations and restrictions limit the 
freedom of administrative officers relative to policies and pro- 
cedures. 

4. Passage of desired legislation or repeal of undesired legis- 
lation is usually very difficult and slow. 

5. In many cases, municipal employees secure their positions 
for political reasons rather than for ability to do the tasks 
assigned. 

6. Because of high turnover among political appointees, the 
tenure of office is usually too short. , 

7. The municipal budget is less flexible than that of industry 
or commerce. 

8. Financial needs of municipalities do not vary greatly with 
the degree of general prosperity; in fact, in periods of depres- 
sion, decreased income must often be adjusted to meet increased 
needs for welfare and unemployment relief. 

9. Municipalities have great power to levy taxes, but these 
are often difficult to collect. 

10. The municipality must perform a greater variety of func- 
tions and activities than are usually found in any industrial or 
commercial enterprise. 
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‘Most of the administrative problems which perplex municipal 
officials may be translated into accounting problems. Broadly 
speaking, most of these problems deal with the raising and ex- 
pending of revenues in accordance with specific regulations and 
restrictions. Some of these problems are general in nature while 
others relate to particular features of accounting. 


There are two logical methods of approach to a discussion of 
municipal accounting. One method would involve a complete 
discussion of municipal accounting principles and their applica- 
tion to all the various activities involved in a municipality. An- 
other method of approach to the subject involves a discussion of 
only those points in respect of which municipal accounting differs 
from industrial or commercial accounting. 

I shall attempt to mention and discuss briefly some accounting 
principles the application of which has helped many cities in the 
administration of their financial affairs, and which undoubtedly 
would help many others if adopted. I shall also point out from 
time to time some of the features wherein municipal accounting 
differs from industrial or commercial accounting. I want it to be 
understood in the beginning that I would not advocate the com- 
plete adoption of all these measures by all cities. Legal require- 
ments and certain local conditions must be considered. Otherwise 
I believe the principles which I shall discuss can be pretty gener- 
ally adopted. 


Accounts Centralized Under One Chief Accounting Officer 


Municipal accounts should be centralized under the direction 
of one officer, who should be made responsible for the keeping of 
complete financial records, and for preparing all financial reports. 
The present practice in many cities is for each major functional 
department or division to keep its own records and to prepare its 
own statements, independent of any centralized authority or con- 
trol. The result is a lack of the proper coordination which makes 
for efficient administration. To have centralized accounting con- 
trol does not mean it is necessary to have all of the accounting 
records kept in one place. It may be convenient or expedient to 
have a great part of the accounting information collected in 
widely scattered offices. However, all accounting information 
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should finally flow into a central office through direct entries or 
through the means of control accounts. 


Double-Entry Basis of Accounting 


The general accounting system should be on a double-entry 
basis. This is necessary in order to insure the completeness and 
accuracy of the accounting information. Many of the smaller 
cities and towns still keep their records on the single-entry basis. 
In some cases it is possible for them to do this with a fair degree 
of accuracy because they operate on what might be called a strict 
cash basis. Some of these single-entry systems are very simple 
and some of the cities and towns using them do not feel that they 
could afford the cost required in keeping a more complicated 
system. 


Resources, Obligations and Financial Transactions Classified by 
Funds 


Every governmental body raising and expending money for 
public benefit must do so in accordance with certain constitu- 
tional, statutory, or charter requirements. The methods of 
financing governmental activities, as well as the purposes for 
which particular resources are to be used, are generally pre- 
scribed. These resources must be accounted for in separate 
groups to insure their being used only for the purposes specified. 
To this end, municipalities segregate their resources into groups 
called “funds.” The segregation of accounts by funds is a dis- 
tinguishing feature of municipal accounting. 

A “fund” is a sum of money or other resources set aside for 
the purpose of carrying on certain activities or attaining certain 
objects in accordance with special regulations, restrictions, or 
limitations. 

Some municipal funds are expendible while others are in- 
come-producing. Many of its expendible funds can be used only 
for specified purposes. Each type of fund calls for special 
treatment. 

Some municipalities use only three or four funds, while others 
are required by law to segregate their resources into a great many 
more. A large number of narrowly restricted funds makes an 
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accounting structure so rigid that administrative responsibility 
and initiative are either limited or destroyed. Each fund should 
be broad but definite in scope. Only a limited number of funds 
should be used. 


Eight Funds Recommended 


To meet the requirements of effective budgetary and account- 
ing control and to establish uniformity in preparing municipal 
financial reports, the following classification of funds is recom- 
mended : 


General Fund 

Special Revenue Funds 
Working Capital Funds 
Bond Funds 


Special Assessment Funds 
Sinking Funds 

Trust and Agency Funds 
Utility Funds 


PN nN 


Assuming that the municipality’s activities require all these 
funds, this is the smallest number into which it should segregate 
its accounts. Many cities, however, will not use Working Capital 
funds; others, having all serial bonds, need no Sinking funds; 
some will have no trust or agency relationships; others will 
require Bond funds only for limited periods; some cities do not 
own or operate any utilities. 

With the exception of the General fund, each fund mentioned 
above may apply to a group of similar or related ones. There may 
be many Special Revenue or Special Assessment funds. Separate 
accounts for each fund within these related’ groups must be kept 
in such form as to show at all times the assets, liabilities, and 
surplus or deficit of each individual fund. 


Budgetary Control 


The most efficient method of administering the affairs of a city 
is through the proper use of a budget system. As applied to the 
affairs of the city a budget is composed of an analysis of the 
activities which the city must perform, the estimated cost of 
performing such activities and the means of providing the money 
necessary to defray the costs. But the mere preparation of a 
budget will not assure the proper administration of a city’s 
affairs. The collection of revenues on one side and the control 
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of expenditures on the other must be watched carefully to see 
that the budgeted activities are operated within the budgeted 
revenues. This is more important and usually more difficult in 
the case of a city than of an industrial or commercial enter- 
prise. 

The industrial enterprise prepares its production budget on 
the basis of its estimated sales. During a period of depression 
the volume of sales will be decreased which will result in a 
decreased production budget from the standpoint of both volume 
and cost of production. The budget requirements of a city do 
not vary in this manner during a period of depression. In fact, 
quite often the reverse is true. The revenues of a city are 
derived mainly from taxes rather than from the sale of tangible 
commodities. The increased demand for welfare and unemploy- 
ment relief during a period of depression usually puts a heavier 
burden upon the municipality at a time when taxes are more 
difficult to collect. Hence the city is often forced to curtail many 
of the customary activities in an effort to adjust the available 
revenue to meet the increased needs. 

The budget in its final form, as approved by the legislative 
body, sets forth all the estimated revenues of the succeeding 
period, which are offset by assignments of the estimated revenue 
for specific purposes. These assignments of the estimated rev- 
enues are called appropriations. They constitute authority to 
incur liabilities. Appropriation accounts furnish the accounting 
machinery necessary to limit and control expenditures of the 
various funds. No liabilities against the government should be 
created nor any expenditures made unless an appropriation has 
been made for that purpose. Every time a liability is incurred 
for a purpose for which an appropriation has been made the 
amount of the liability is deducted from the remaining available 
appropriation so that the balance will show at any time the 
amount which is still available for that purpose. 


Fund Accounts 


The accounts of each revenue fund should include not only 
assets and liabilities but also accounts relating to estimated and 
actual revenues, as well as appropriations and expenditures. 
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Revenues should be classified by fund and by source. Expendi- 
tures must be charged to a particular fund and classified accord- 
ing to function, department, activity, character, and object. 
Every transaction relating to any fund, whether resulting in a 
present or future revenue or expenditure, should be recorded 
promptly. All expenditures from, or encumbrances against, 
appropriations should be recorded as incurred, so as to show 
the unexpended and unencumbered balances at any time. This 
will prevent unintentional overexpenditure of appropriations. 

Revenue and expenditure accounts should conform to the 
classifications listed in the municipal budget. Thus reports pre- 
pared from the accounting records can become the basis for 
developing future budgets. 


Uniform Account Classification and Terminology 


One of the greatest problems encountered in attempting to 
compare the operating costs and other financial statistics of cities 
is the existing lack of uniformity in municipal accounting termi- 
nology, principles, and practices. It is difficult to tell whether 
this condition is the cause or the result of the peculiar adminis- 
trative problems confronting municipal officials. Certainly many 
of those problems would be more easily solved through the use 
of accounting information if all municipal accountants and 
financial officers used the same titles to designate identical ac- 
counts, employed a uniform classification of accounts, prepared 
similar financial statements, and followed substantially the same 
accounting principles and practices. 


Accrual Basis of Accounting 


If income is credited only when collected in cash, and if ex- 
penses are charged only when they are paid, the system of ac- 
counting is said to be on the cash basis. If income is credited 
when earned, even though not collected in cash, and expenses 
are charged as soon as incurred, whether paid or not, the system 
of accounting is said to be on the accrual basis. Many munic- 
ipalities keep their records strictly on the cash basis, while a 
few follow strictly the accrual basis. All other municipalities 
have in their accounting system features of both the cash and 
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the accrual basis. Some of these cities in the third group record 
some of their accrued assets and liabilities while they ignore 
others. A very common practice at the present time, which, in a 
sense, seems to be ultra-conservative, is that of accounting for 
all revenues on a cash basis, while accounting for some or all of 
the liabilities on the accrual basis. The advocates of this practice 
justify their procedures on the grounds that there is always 
some uncertainty of collecting the revenues, while all liabilities 
have to be paid. In theory, at least, their argument seems to be 
untenable, because adequate reserves can be established for all 
accrued revenues, so that the difference represents only what 
might be conservatively considered good and collectible. How- 
ever, in practice, it has often been found almost impossible to 
determine with any degree of accuracy the amount of reserve 
which should be set up against such accrued revenues. 


Cost Accounts 


In carrying on the services of a government, as in the conduct 
of any private enterprise, management is dependent upon a full 
knowledge of the facts of the business. One of the paramount 
questions always raised refers to the cost of services or products. 
There is a lack of organized information concerning the cost of 
municipal operations, therefore it is impossible to determine 
accurately if a municipality is returning in services to the tax- 
payer the full value of the taxes paid, or whether the services 
demanded could be rendered at a lower cost to the taxpayer. 
Most municipal accountants and engineers attempt to control 
their expenditures merely through the use of the budget and 
appropriation accounts. Some of them feel that accounting for 
appropriation expenditures is sufficient, or comparable to cost 
accounting. There are distinct differences between appropriation 
expenditure accounting and cost accounting, which should be 
clearly understood. Appropriation accounting for expenditures 
merely tells how much money was spent and what commodities 
or essentials were purchased. Some of the expenditures may 
consist of purchases of materials or equipment which will be 
used in later months or years. Under a cost accounting system, 
expenditures must be related to a specific kind or amount of 
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work done on an activity, operation or job. Only that portion of 
expenditures is included which is consumed in performing a 
definite amount of work. That portion of materials and equip- 
ment which will be used in future months or years will be 
charged to the cost of work which eventually consumes the 
material and equipment. 

It is not intended in any case that cost accounting should sup- 
plant appropriation expenditure accounting, but it should sup- 
plement it wherever cost information is desired. It is realized 
that there are some functions or activities of the city to which 
cost accounting cannot be applied easily or profitably. In such 
cases, certainly all possible control of expenditures should be 
exercised through the appropriation accounts. 

The first prerequisite in establishing a cost accounting system 
is to design the accounts so that they will reflect the detailed costs 
and performance of activities, operations or jobs in such a way 
that the responsibility and authority for performance will be 
clearly shown. Once the operations for which cost information 
will have value have been determined, the cost system can be 
put into operation. Accounts should be established in the general 
ledger or funds ledgers of the chief accountants’ office to control 
the departmental cost accounting records. These control accounts 
provide assurance that the cost accounts are being accurately 
maintained and that the proper costs have been included. 


Fund Balance Sheets and Operating Statements 

There seems to be no uniformity among municipalities at the 
present time regarding the preparation of balance sheets. It is 
surprising to discover the number of cities which do not prepare 
any sort of balance sheets. Some municipalities prepare consoli- 
dated balance sheets in which it is absolutely impossible to deter- 
mine the resources designated for any particular purpose. The 
resulting surplus is shown in a single amount, making it impos- 
sible to determine how much is available for the various activi- 
ties of the government. Some municipalities have endeavored to 
subdivide their assets and liabilities by funds, but in many cases 
the subdivision is inaccurate and incomplete. 

At the end of the fiscal year, or more often if desired, a 
balance sheet and supporting statements should be prepared sepa- 
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rately for each of the funds. These statements, particularly those 
for general publication, should set forth briefly, but compre- 
hensively the essential facts concerning the source, distribution, 
realization, and disposition of municipal resources. Such state- 
ments are difficult to design from the standpoint of both form 
and content, because of the various types of individuals to whom 
they should be of interest if they are prepared so they can be 
understood. A balance sheet should include as assets all actual 
assets and those resources which are expected to become actual 
assets. The liabilities should include actual liabilities, encum- 
brances on account of contracts and unfilled purchase orders, 
unencumbered appropriations and reserves against the resources 
of the fund. 

In order to secure some brevity in the balance sheet and to 
conform to the best accounting practice, control accounts should 
be maintained in the fund ledgers, supported by the necessary 
detailed subsidiary records. The control accounts for taxes re- 
ceivable, investments, and stores may be cited as examples. The 
operating statements prepared during the fiscal year should com- 
pare actual revenues and expenditures with the budget estimates 
or authorized expenditures. In determining operating results, 
all revenue or receipts of each fund should be compared with all 
expenditures or disbursements therefrom. In the revenue funds 
it is not sufficient to relate only current operating expenses to 
current revenue ; capital expenditures and the payment of bonded 
debts from current revenues must also be charged to current 
surplus. 

Municipal financial reports may be classified broadly into three 
types as follows: 

1. Reports to heads of departments, for operating control. 

2. Reports to executives, boards of control, and legislative 
bodies, for administrative control. 

3. Reports to the general public, for the purpose of inform- 
ing the public of the financial condition of the municipality and 
general facts concerning its financial operations. 

Each type is designed to serve a different purpose and those 
purposes should always be kept in mind in the preparation of 
the reports. 


617 


| 
5 
at 
q 


N. A. C. A. Bulletin February 15, 1936 


Fund Surplus 

A fund will have a surplus for the accounting period only 
when revenues or receipts exceed the expenditures or disburse- 
ments plus the additions to reserves from current revenues. It 
may be necessary to set up reserves out of what would other- 
wise be surplus, to provide for estimated future expenditures, 
for unliquidated orders and contracts, for estimated losses on 
receivables, and for other purposes which restrict the use or 
availability of the fund assets. If taxes are not collectible at the 
beginning of the fiscal year, it may be necessary to use part or 
all of the surplus already realized in cash until current taxes 
are received. 

The deficit in any revenue fund at the end of the fiscal year 
should be included in the budget of the next succeeding period. 
The “Unappropriated Surplus” account of each fund should be 
analyzed and a separate statement prepared showing the balance 
of the account at the beginning of the period, the sources of the 
amounts added, the purposes of the amounts deducted during the 
period, and the balance after the closing entries have been made 
at the end of the period. 


Consolidated Statements 


A separate balance sheet should be prepared for each fund or 
group of related funds. No plan of consolidated statements in 
which the assets, liabilities, and surplus of the various funds are 
merged is adequate. All accounts of a group of related funds, 
such as Trust funds or Special Assessment funds, may be com- 
bined in a single statement; but this should be in columnar 
form, or in sections, so as to show separately the assets, liabili- 
ties, and surplus of each fund in the group, or be supported by 
schedules showing this information. 


Fixed or Permanent Properties 


There is a wide difference of opinion as to the proper method 
of treating fixed or permanent properties in municipal account- 
ing. Many cities do not have accurate property records, there- 
fore they do not carry such items in their accounts nor show 
them on their public statements. Those municipalities which keep 
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fixed property records follow a variety of practices relative to 
the value at which such assets are carried in the accounts and on 
the balance sheets. Some municipalities carry such properties at 
cost value, others carry them at their depreciated value, while 
others attempt to evaluate them on the basis of replacement cost. 
Some municipalities record fixed assets in a separate property 
account and do not show them as assets of any particular fund. 
Others show fixed properties as assets of the fund which finances 
the activity in which such assets are used. 

It is recommended that the accounts for fixed assets be kept 
separate from the accounts of funds, except in the case of utili- 
ties and municipal activities financed from Working Capital 
funds. They may, however, be included with the funds to which 
they are related, provided the resulting surplus is shown sepa- 
rately from the surplus of the fund. Fixed assets of utilities 
should be included in the utility accounts. The assets used in an 
activity financed from a Working Capital fund may or may not 
be included in the accounts of the Working Capital fund. 

Fixed assets may be purchased or constructed out of the 
proceeds of general obligation bonds and financed from the 
bond fund; they may be acquired by gift; or they may be pur- 
chased out of current revenues. If they are purchased out of 
current revenues, appropriations for such purchases should be 
included in the general fund budget. 

The statement of fixed assets should show the total of such 
assets classified by type (except amounts carried in the Work- 
ing Capital and Utility funds) offset by accounts showing the 
methods of acquiring the assets, i.e., by sale of bonds, current 
revenues, gift, etc. The fixed assets consist of land, buildings, 
improvements other than buildings, machinery and equipment, 
and work in progress. The accounts showing the city’s invest- 
ment in fixed properties should analyze the fixed properties to 
show whether they were acquired by bond issues, gift, or current 
revenues. 

In viewing a statement of fixed assets, it must be kept in mind 
that the city may have other fixed properties which are recorded 
in the accounts of Utility funds and, perhaps, in Working 
Capital funds. Where fixed properties are recorded in the ac- 
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counts of a fund, the city’s investment therein should appear as 
a separate item on the fund balance sheet to distinguish it from 
available surplus. 


Bonded Debt 

The primary purpose of fixed-property records is to show the 
municipality’s investment in such assets. This amount has no 
particular relation to the amount of the bonded debt, much of 
which may have been incurred for purposes other than the 
acquisition of fixed properties. On the other hand, a large part 
of the fixed properties may have been acquired in ways other 
than through bond issues. Rarely is any part of the bonded debt 
secured by mortgages against specific properties, except in the 
case of utilities. Fixed properties usually cannot be seized or 
sold to satisfy bonded indebtedness. The amount of the bonded 
debt payable from general revenues or taxation should be dis- 
played in a statement independently of any fund. This is done 
because no present assets of the funds (except the Sinking fund) 
will be used to retire these bonds. Since there is ordinarily no 
relation between payment of these bonds and the value of the 
properties acquired from their sale, the amount of bonds out- 
standing should not be used as an offset to the property accounts. 
The amount of the bonds will be offset by an account, “Amount 
To Be Provided for the Retirement of Bonds.” When bonds are 
issued, there will be a debit to “Amount To Be Provided for 
Retirement of Bonds” and a credit to the “Bonds Payable” ac- 
count. The retirement of bonds, whether from the General fund 
or Sinking fund, should be recorded by a debit to the “Bonds 
Payable” account and a credit to the account “Amount To Be 
Provided for Retirement of Bonds.” 


Depreciation on Municipal Property 


Generally, depreciation on buildings and equipment used by 
self-supporting activities such as utilities and Working Capital 
funds should be charged into their operating costs. This is 
desirable so that public and private enterprises engaged in 
similar activities may be compared, and so that reserves for 
replacing such assets may be created. Where depreciation re- 
serves are established, they should be shown as deductions from 
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the related assets on the balance sheets. If depreciation on fixed 
assets is calculated only for statistical and comparative purposes, 
no reserves would be established. 

Except as noted above, fixed properties should be carried at 
cost value, or, if acquired by gift, at the appraised value on the 
date received. There seems to be little occasion for recognizing 
in the general accounting records the depreciation of general 
municipal buildings and equipment for the following reasons: 

1. It is not necessary to know the depreciated or replacement 
values of municipal properties, since property values cannot be 
used as a basis for credit. 

2. Since the municipality as a whole is concerned with 
operating profit or loss only in the case of utilities and other 
self-supporting activities, it is not necessary to account for 
depreciation in the general accounts. 

3. If depreciation is accounted for, the depreciation reserve 
has no importance unless it is represented by a cash fund 
designed to replace worn-out properties. This is usually im- 
practical, where not illegal. 


Municipal Business Enterprises 

A separate fund should be maintained for each municipally- 
owned utility. Each utility fund will embrace the accounts for 
properties, receivables, depreciation, deposits, expenditures, rev- 
enues, and sinking funds. Working capital and bond funds may 
also exist in the utility fund. 

The operations of municipally-owned utilities would ordinarily 
be the same as those of similar enterprises under private owner- 
ship. In general, the records, reports, and statements of munic- 
ipally-owned utilities should be based on the standard account 
classifications recommended by various state and other utility 
commissions and employed by similar enterprises under private 
ownership. The accounts are fully explained in the bulletins of 
the various utility commissions. 


Centralized Purchases and Inventory Control 

Centralized stores control is essential to proper budgeting and 
cost accounting. A central stores system, when properly managed 
will: 
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1. Provide adequate and competent supervision over the care 
and storage of materials and supplies on hand. 

2. Furnish quick delivery from storehouses rather than await- 
ing vendors’ deliveries on commodities commonly used. 

3. Permit large quantity buying of all commonly used commod- 
ities. 

4. Prevent unnecessary expenditures of appropriation balances 
for commodities not required immediately. 


In operating a stores system, the general accounting system 
should provide a stores control account which should be charged 
with the purchase of materials and supplies or sundry equipment 
placed in stock. Materials and supplies delivered directly to a 
job or operation need not be routed through stores, unless the 
total purchase will not be used immediately on the one particular 
operation or job. Stores accounts should be credited by journal 
or cash vouchers for all stores issued. These stores issued then 
become charges to the cost and other accounts. The monthly 
stores vouchers should furnish the chief accounting officer with 
the basis for crediting the stores account, and for charging appro- 
priation expenditure and cost accounts for materials and supplies 
used. The appropriation expenditure accounts can normally be 
used for the purpose of controlling departmental cost accounting. 


If an accurate distribution of the cost of equipment service is 
to be obtained currently, rental rates must be used for charging 
the appropriation and cost accounts with this service. Whenever 
practicable, all city-owned equipment should be in the custody of, 
or at least maintained and serviced through, a central equipment 
department or division. 

The central equipment department or division will have the 
custody of certain equipment which it rents to the various munic- 
ipal departments or divisions at fixed rates per hour or per 
mile, the rate depending upon the type of equipment used. These 
rental rates should always cover the actual cost of labor, parts 
and supplies, and a fair portion of the overhead expense of the 
shop and garage necessary to maintain and operate the equip- 
ment. These rates should also include the cost of wear and tear 
(depreciation) on rented equipment. The rental rates are deter- 
mined at the beginning of each year. 
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If any department has the custody of equipment which only it 
uses, such as the police department, then the police department 
should be charged monthly with the actual cost of servicing and 
repairing its equipment. In this case, the overhead included in 
the service cost should not include the depreciation on the equip- 
ment kept by the equipment department or division and rented 
to other departments. 


If police or other department maintains or operates equipment 
which it keeps in its own custody, the cost records of that de- 
partment should contain a control account similar to a rental 
account to record in similar form detailed costs of operating and 
maintaining its equipment. These detailed costs should be com- 
piled on individual equipment records, a separate record being 
kept for each individual piece of equipment, or each size or 
type of equipment. 

One purpose in including depreciation as an element of the 
operating cost of the department or division is to provide a 
means of comparing the cost of the service or product thus pro- 
vided, with the cost of a similar service or product if procured 
from an outside private source. Therefore, the manner of charg- 
ing depreciation in each case should conform to that employed 
by private enterprises producing similar products or services. 


Municipal Audits 


The accounts of every municipality should be audited annually 
by independent accountants. Such audits will furnish informa- 
tion to the city’s legislative body as to whether all funds have 
been correctly and properly accounted for, to the taxpayer as to 
whether all financial matters have been correctly handled and 
recorded, and to the city’s financial officers as to whether their 
work has been correctly and satisfactorily performed. 

The audit should reveal the wisdom with which funds have 
been handled, the soundness of the accounting principles and 
methods followed, and the accuracy of the financial reports pre- 
pared by the financial officers. 

One of the most pernicious practices in municipal adminis- 
tration is the awarding of audit contracts on the basis of 
competitive bids. In engaging auditing services, primary con- 
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sideration should be given to the qualifications of the auditors to 
perform a municipal audit, preference being given to certified 
public accountants in those states where a competent state audit- 
ing staff is not maintained. 

The financial condition in which many cities have found them- 
selves during the past few years has forced them to realize the 
value of more frequent and thorough audits. 


MUNICIPAL FINANCIAL CONTROL THROUGH 
MODERN ACCOUNTING 


By H. M. Kimpel, Director of Finance, 
City of Cleveland Heights, Ohio 


5 eng City of Cleveland Heights is the twelfth largest city in 

the State of Ohio, having a population of approximately 
55,000. Its area of 8.2 square miles is divided into some 16,000 
parcels of land on which are constructed 12,000 homes, apart- 
ments and stores. A rigid zoning ordinance is enforced, designed 
primarily to maintain the standards of an ideal residential com- 
munity. While some small retail business districts are designated, 
the city has no factories and no railroads. All streets are fully 
improved. Our city is proud of its one hundred and thirty-five 
acres of park land which includes one of the finest municipal 
swimming pools in the country and is otherwise improved with 
tennis courts, baseball diamonds, etc. 

Three fire stations equipped with modern apparatus and one 
central police department with the latest equipment provide for 
the safety of our citizens. Fourteen modern school buildings 
have been erected and the citizens are equally proud of the 
national reputation of the Cleveland Heights High School Band, 
orchestra and A Capella Choir which many have heard over the 
national radio networks. 

The City Council of seven members, elected for four-year 
terms, is the governing legislative body. Each of the present 
council members has served the city in this capacity an average 
of over sixteen years. The Mayor, Frank C. Cain, is president 
of the Council and has served the city for twenty-six years. The 
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City Manager, H. H. Canfield, who is appointed by the Council, 
has been in the service for twenty-six years, the Law Director 
sixteen years, the Fire Chief twenty-six years, Police Chief six- 
teen years, the former Finance Director fifteen years. In the 
election November 5, 1935 Cleveland Heights citizens re-elected 
three members of Council for another four years in appreciation 
of services rendered. 


Constantly Shrinking Revenue 


Unrelated technically to accounting, nevertheless it has been 
this very continuity of city government that has contributed most 
importantly to the entirely satisfactory condition of our municipal 
finances, despite the now familiar problems of decreased rev- 
enues. 

Like all other cities, we have had our share of difficulties dur- 

ing the past few years. For example, constant pressure has been 
brought to reduce the valuation of properties in Ohio. Cleveland 
Heights real estate in 1928 had a tax duplicate valuation of 
$171,380,520. In 1935 it was $103,021,860, representing a reduc- 
tion in valuation of 40%. 
Tax collections also have been disappointing, reaching a low 
of 81% for general taxes and 56% for special assessment collec- 
tions in 1932. A reserve of $1,500,000 in the Sinking Fund 
and Bond Retirement Fund in 1927 in excess of debt require- 
ments has been depleted through tax delinquencies but now 
represents an asset due the city in the form of delinquent taxes. 
The decision of the City Council in 1927 and thereafter to levy 
for maturing debt regardless of this reserve illustrates well the 
value of continuous service in government. 

A change in the Personal Property tax law — now called 
Classified Property Taxes — reduced this source of revenue from 
about $200,000 in 1927 to $1,500 in 1934. Moreover, voters 
| amended the Ohio Constitution effective January 1, 1934 lower- 
| ing the maximum tax rate of 15 mills per $1.00 of valuation to 
10 mills, and thereby reducing the revenue of many Ohio taxing 
districts to millage insufficient to pay annual debts. Further 
legislation guaranteed the School Districts a minimum share of 
the 10 mills. 
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On top of this, welfare and unemployment relief expenditures 
have represented 8% of the General Fund expenditures during 
the last three years. 


Centralized Accounting Control 

Until January 1, 1933, the financial records of Cleveland 
Heights were kept in the prescribed State form, on a cash basis 
and accomplished by the single-entry hand method of bookkeep- 
ing. Except when the books were ciosed each month, the cash 
balance in each fund was not easily determined. The accounts 
payable by funds were not a recorded fact, nor were the unen- 
cumbered appropriation balances known except at monthly clos- 
ing periods, and for which the monthly reports were usually two 
weeks late when completed. 

Realizing that Cleveland. Heights, like a majority of munic- 
ipalities, needed improvements from an accounting control 
standpoint, we installed a complete double-entry accounting 
system on January I, 1933. All accounting control was central- 
ized in the hands of the Director of Finance. The records were 
divided into significant funds, these divisions coinciding with the 
recommendations of the National Committee on Municipal Ac- 
counting. Our funds were grouped under the following headings: 

General Fund 

Water—( Utility) Fund 

General Bond Improvement Fund 

Special Assessment Bond Fund, 

Restricted Fund (grouped special purpose funds) 
General Sinking Fund 

Special Assessment Sinking Fund 

Firemen’s Pension Fund 

Police Relief Fund 

Tax Refund (Agency Fund) 


An operating balance sheet of each fund furnished the opening 
entries of our double-entry system. A separate bank account was 
opened for each fund. 


System of Annual Budgets 
The revenues and expenditures are controlled by an annual 
budget. This budget embraces an analysis of the activities of the 
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City, by funds, the estimated expenditures necessary, and the 
provision of income for such expenditures. After the Council 
has passed the budget it must meet the approval of the County 
Budget Commission which investigates the legal limitations of 
the tax levies asked. After receiving a certificate from the 
County Budget Commission of the total resources available to 
our City for the ensuing year, we are then required to set up 
the year’s appropriations. No expenditures against these appro- 
priations may be made until we receive a certificate from the 
County Budget Commission certifying that our appropriations 
are “within the estimated resources.” In our case, the budget and 
appropriations must be approved by the County Budget Com- 
mission because the county levies and collects all taxes. 

The total liquid assets in each fund, plus the estimated rev- 
enue for the year, constitutes the total resources for each fund. 
The total resources then are set up in detailed appropriation 
accounts, which are classified according to functions, department, 
activity, character, and object. Each month one-twelfth of this 
estimated appropriation is considered as accrued income, and 
expenses are held within such accrual. 

Most municipalities charge only the cash payments as expendi- 
tures while an industrial concern usually charges these expenses 
when invoices are received. Because our accounts are kept on 
an accrued basis, all expenses are charged to the appropriation 
accounts when the purchase order is issued, thereby setting up 
the liability for accounts payable immediately. When the invoices 
are received, they also are charged to the proper appropriation 
account. At the same time the appropriation account is credited 
for the amount of the purchase order which cancels the esti- 
mated charge entered from the purchase order. 


One Operation for Two Entries 

Our entire accounting system may be visualized from the fol- 
lowing general description of equipment and records: 

One ledger—partitioned into 10 sections representing the ten 
funds. 


One cash receipts journal. 
One cash disbursement journal. 
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One certification journal. 

One series of pay-in orders—posted numerically in cash re- 
ceipts journal. 

One series of purchase orders—posted numerically in certifica- 
tion journal. 

One series of vouchers—posted numerically in certification 
journal. 

One series of checks—posted numerically in cash disburse- 
ment journal. 

One bookkeeping machine. 

Every entry is made on the bookkeeping machine. By using a 
sheet of carbon paper, one operation makes two entries in the 
records—one entry on a ledger sheet and the other entry in the 
journal, except in the case of cash disbursements where one 
entry is on the check and the duplicate entry in the journal. 


The ledger account form is shown as Exhibit I. The left hand 
half of the cash receipts journal, the cash disbursements journal, 
and the certification journal (which is really a voucher register) 
are exactly similar in form to the ledger sheet. The right hand 
half of these three journals contains columns of individual funds 
as discussed later. When a ledger sheet is placed over the left- 
hand half of any of these three journals with a carbon between, 
it is possible to make the journal entry and the ledger posting 
at the same operation. 

The pay-in orders (cash receipts are posted by inserting in 
the machine the cash receipts journal sheet, partly covered by 
carbon paper, making the original posting on the proper revenue 
ledger account, and imprinting through the carbon a numerical 
listing of all entries on the cash journal sheet. 

Similarly the purchase orders are posted by the insertion of 
the certification journal sheet, partly covered by carbon, making 
the original posting on the proper appropriation account, and 
making a numerical listing of all purchase orders in the certifica- 
tion journal. 

The vouchers are posted by inserting the certification journal 
sheet, partly covered by carbon, making the debit for the amount 
of the invoice and crediting the purchase order amount on the 
appropriation account. This operation of course corrects the 


629 


4 
| 
i | 
"i 


N. A. C. A. Bulletin February 15, 1936 


appropriation account balances to date and leaves a numerical 
record of all vouchers on the certification journal. 

The disbursements are posted by inserting a cash disburse- 
ment journal sheet, partly covered by carbon and at the same 
time each check is written as to date, payee, number, and 
amount, the carbon impressions on the journal make a complete 
numerical listing of all disbursements. 


Daily Fund Balances 


On the right hand side of these journals sheets beyond the 


carbon copy section, are control columns for each fund. The 
daily totals of each of these journal columns represent the con- 
trol entries to the proper control account in each fund. Using for 
illustration only the general fund control totals, these totals are 
then posted daily as follows: 


For Cash Receipts Debit—General Fund Bank Account. 
Credit—General Fund Receipts Control. 


For Purchase Orders Debit—General Fund Appropriation 


Control. 
‘ Credit—General Fund Accounts Payable. 
For Vouchers Debit or Credit—General Fund Appro- 


priation Control. 
Credit or Debit—General Fund Accounts 
Payable. 
For Disbursement Debit—General Fund Accounts Payable. 
Credit—General Fund Bank Account. 


This system automatically requires immediate posting of all 
entries and furnishes a constant control over all funds. This in 
turn furnishes daily the cash balances in each fund, the total 
accounts payable in each fund, the detail and total appropriation 
balances in each fund, and the detail and total cash receipts in 
each fund. 

Although this machine method entails entries in three different 
journals of uniform size, the journal forms have been so designed 
that no changes are necessary in any stops or tabulating de- 
vices on the machine. One type of ledger sheet serves for all 
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accounts in the ledger whether they be assets, liabilities, revenue 
or appropriation accounts. 


Statements and Reports 


At the end of each month operating statements are prepared 
on the machine, for all funds. These statements show in detail 
an analysis of all receipts as to character and source, the amounts 
this year to date, a month ago and the current month’s receipts. 
The monthly statement also shows every appropriation account, 
the annual appropriation, the unencumbered balances, the ex- 
pense to date, and the current month’s expense. Also included 
are a recapitulation or trial balance of the control accounts in 
each fund, and a comparison of the total expenses to date with 
the allowed budget expense for the same period. 

In addition to the monthly operating statements, annual state- 
ments are prepared on State Auditing Department forms which 
must be published in detail in local newspapers. Sadly, but true, 
these reports mean little to most laymen. 

For the information of our bond-holders and the investing 
public we also issue each year an analytic financial statement set- 
ting forth such facts as we think significant. This report follows 
in its form many of the recommendations of the Investment 
Bankers Association and the Municipal Finance Officers’ Asso- 
ciation. It supplies the following information: 


Name of city and county 

Area 

Incorporation date 

Form of government 

Charter provision as to elections and appointments 
Council term and service record of members 
Other officials and service records 

General information as to zoning 

Water supply 

Electric supply 

Population record 

Valuations for years 

Tax rates for years 

General tax collection record 
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Special assessment tax collection record 

Analysis of delinquent taxes 

Analysis of present tax rate within and outside limitations 
How tax rates are divided between county, city and schools 
Tax liens and tax limitations 

Bonded indebtedness 

Unfunded debt 

Utility debt 

Term and serial bonds 

Coupon dates 

Depository and paying agent 

Debt limitations 

Defaults 

Overlapping debt 

Sinking and bond retirement funds 

Annual principal and interest requirements 

Current balance sheet 

Bank deposits and securities pledged 

Other pertinent data. 


Next to the duty of putting the municipal accounting records 
in good order, the chief duty of the finance officer is to see that 
annual reports of the city’s financial position are placed in the 
hands of those who directly or otherwise determine the city’s 
credit standing. Whether there is an advantageous market for 
the city’s bonds depends in large measure on how clear and 
comprehensive a presentation of the city’s finances is given the 
investing public by the finance director. 

Cleveland Heights mails its annual reports to all who have 
requested statements in the past, as well as to those who have 
asked for the current year’s reports. This mailing list is con- 
stantly revised and kept up to date. That the information car- 
ried by these reports is wanted and appreciated, is illustrated by 
letters like the following: 


“April 5, 1934. 
Dear Mr. Kimpel: 


Please accept our thanks for the copy of your analytical 
financial report. It is one of the most satisfactory 
analyses of its kind that we have received from any city. 
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You are certainly to be congratulated on the production 
of so informative a piece of work. 


Very truly yours, 


FrepericK L. Biro. 
Director of Municipal Research 
Dun & Bradstreet, Inc.” 


* * * 


“April 13, 1935. 
Dear Mr. Kimpel: 


Several days ago we received over your signature, a 
financial statement and general report on the City of 
Cleveland Heights. This is so interesting and complete, 
and generally commendable that I take occasion to con- 
gratulate you on its preparation. penne 
Creating a record like this, and then publicizing it in- 
telligently, should have a very beneficial effect on the 
credit of the city which you represent. 
Yours very truly, 
MITCHELL, HERRICK & CO. 
Joun S. Crark. 
Mgr. Municipal Department.” 


Living within Income 

In 1928 the total debt of Cleveland Heights was $6,332,866.19. 
This debt is now $2,137,831.00. This may be further reduced by 
deducting the present Sinking Fund cash of $291,000.00 and 
some share of the $1,600,000 delinquent taxes which will ulti- 
mately be deposited in the Sinking Fund. 

Cleveland Heights has never lived beyond its income and there- 
fore has never issued any Deficiency Bonds. The Legislature has 
given the taxing districts in Ohio the authority to issue scrip 
against delinquent taxes, and although our tax delinquencies 
represent a considerable sum, we have never issued any scrip. 
Our city has met promptly all its bond and interest obligations 
to date and regularly has taken allowed discounts on all of its 
accounts payable. 

All of the taxing districts of Cuyahoga County have probably 
experienced heavier losses due to bank failures than any other 
similar metropolitan area in the country. Nevertheless the City 
of Cleveland Heights lost no part of its bank deposits and was 
one of the first to recover the impounded funds in local banks. 
Throughout the depression the City has been able to meet every 
pay roll on its due date. 
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The tax rate on real estate in Cleveland Heights for 1934 
(collected in 1935) was $2.33 per $100.00 which is the lowest 
tax rate of the five largest cities in the county. 


Continuity of Programs 

By making available to the city’s officials a constant and 
accurate picture of municipal finances, administration plans and 
policies may proceed with proper confidence along orderly and 
business-like lines. With adequate funds on hand ali essential 
operating services are maintained at satisfactory levels of 
efficiency. 

Thus the accounting department furnishes valuable aid to the 
administration in upholding the standards of police and fire 
department protection. Garbage collections are made every 
fourth day, while ashes, rubbish and waste paper collections are 
made on telephone call. The city’s relief work, the streets 
division, health department, public utility services and other 
activities vital to the community’s welfare are given a firmer 
footing. 

The City of Cleveland Heights is convinced that this very 
important connection between the accounting division and all 
other operations is best established by a centralized accounting 
control, which, as we have seen, contemplates the use of a book- 
keeping machine and double-entry accounting on an accrual basis. 


All of the finance department’s aims and efforts, however, 
might easily be upset were it not for the understanding and 
support of an experienced city administration. If government 
changes at every election, admittedly there arise serious obstacles 
to constructive municipal financing. The usual practice of cities 
in frequently changing public officials is dealt with in “Embar- 
rassing Dollars” published by Harper & Brothers, New York. 
The author is A. R. Horr, vice-president of The Cleveland Trust 
Company. 

In one chapter on “Municipal Promises” devoted largely to 
municipal bonds and credit, Mr. Horr writes as follows: “The 
soundness of municipal bonds depends largely upon the intelli- 
gence with which a municipality’s financial and other operations 
are conducted. Under our method of frequently changing 
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mayors, city councilmen and boards of aldermen, it is inevitable 
that amateurish and unsound methods must often prevail. Some 
day we may progress in community intelligence to the point 
where our public finances will be administered by men chosen 
for their ability alone; when we may expect comprehensive 
financial planning and continuity of programs.” May we add 
that Mr. Horr does say that a notable exception to interrupted 
city planning is the “very fortunate City of Cleveland Heights.” 
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OUR OPEN FORUM 


I have just read the Bulletin of January 15 in which you invite 
reactions to the proposal therein presented. For the first time in many 
months I am moved to take my stenographer well in hand and indite a 
few lines in reply. 

When I was studying physics in college, working on the problem of 
the mechanical equivalent of heat, our professor told us of a German 
scientist who rigged up his apparatus for stirring up water in a can so 
that the amount of work done and the increase in the temperature of the 
water due to rapid agitation could be measured. One of the complexities 
in the problem arose from the fact as the temperature of the water in- 
creased in the can the heat escaped into the room, the rate of escape 
increasing as the temperature of the water increased. The scientist, how- 
ever, made a most elaborate calculation using formulae going into higher 
mathematics and as a result he was able to determine with a remarkable 
degree of accuracy the necessary correction factors. Some time later 
some bright young man hit on the idea of putting a larger can outside 
of the can of water and controlling the temperature of the air space 
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between the two cans so that it always oqaiies the temperature of the 
water and consequently there was no heat loss. It was interesting to note 
that the correction calculations of the scientist, which were very labori- 
ous, actually were quite correct. 

The writer of this article seems to have used considerable effort in 
order to correct a common situation arising in setting out income state- 
ments, but I am not at all sure that in his method he actually does use 
the proper correction factors. 

In analyzing the activity of manufacturing businesses into their fun- 
damentals there are the major functions of merchandising and manu- 
facturing. In both the forms of statements presented, the results of the 
business as a whole are measured against the volume of sales produced, 
and the difficulty he has run into is because he is trying to use the same 
yardstick to measure functions with entirely different characteristics, and 
at times operating at entirely different rates. 

The result he has arrived at is quite ingenious but it seems to me 
to be just as serious a misstatement of what actually occurred during the 
month as the original statement which he attempted to correct. His 
problem arose because sales in a given month were presumably greater 
than production and were actually greater than sales in a previous month, 
yet in his statement he deducts as standard cost of sales the cost of 
product, part of the fixed items of which were incurred in previous 
months and charged to the profit of those previous months. 

Of course, the original statement from which he worked had many 
basic imperfections in it, and Mr. Rowe was due to be called in and 
taxed with these imperfections. 

I believe that by separating the operations of the business into its 
major components and looking at the components individually a more 
accurate picture can be obtained, and I offer a form of statement which 
shows the merchandising results and the manufacturing results sepa- 
rately. In the form which I offer the merchandising profit is shown 
first and against the sales for the month is charged the full manufac- 
turing cost of those sales and not only a portion of them. It is obviously 
improper accounting to charge against sales in any month a manufac- 
turing profit or loss arising from operations not applicable to the goods 
actually sold in that month. Therefore, I show the manufacturing loss 
as an entirely separate item. 

The general business costs applicable to the business as a whole are 
separated and shown below the merchandising and manufacturing. 

It is quite possible that in this business purchasing is a distinct ele- 
ment of considerable importance, and if so, it should be set up as a 
separate item, and the profit or loss made as a result of effective or 
ineffective purchasing policies should be shown separately. 


WILLIAM A. SLEEPER, 
Stone & Webster Engineering Corp., 
New York City. 
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MONTHLY STATEMENT OF OPERATIONS 


Merchandising 


Gross Sales 
Less Returns 


Gross Merchandising Profit 


Selling Costs: 
Selling expenses (itemized if desirable) .... $ 84,514 


Freight allowances ..... 


Loss on foreign exchange 
Net Merchandising Profit ............. $62,944 


Manufacturing 
Standard cost of manufacturing 


Actual cost of manufacturing: 
Itemize if desirable into major classes: 
Direct material 
Direct labor 
Manufacturing expense (etc.) 


Net Manufacturing Loss 


General Business Costs 


Administration expense 
Research expense 


Loss, Current 


Prior Year Items 


Net Loss 
(Statement also to show period to date) 
(Statement to be supported by desirable schedules) 


Less standard cost of net sales 180,166 
3,598 
bbbbbb 
yyyyyy 
$ 20,640 
5,879 
10,820 37,339 
638 


